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Part I

Recommendations Relating to
Regulation S-X

(Note: In the following pages, the number in the left margin
is the rule in Regulation S-X to which the discussion relates.)
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1-01(a)

Application of Regulation S-X.

It is stated that the regulation "(together with the
Accounting Series Releases)" sets forth the requirements applicable

to financial statements.

The fact that the ASRs, in effect, are

a part of Regulation S-X is unknown to many practitioners.

To guard against this possibility, we recommend that the
ASRs be made a part of the Regulation to the extent that they are

relevant.

Particularly in cases where both the registrant and

the accountant are inexperienced in SEC matters, it sometimes
comes as a surprise to learn about ASR No. 4 because so often they
think an unacceptable practice can be cured by disclosure.

If the release were physically a part of Regulation S-X, we think

the message in the release would be more widely known.

As a minimum,

we think there should be cross-references to specific releases
wherever appropriate.

For example, under Rule 2-02, there should

be a reference to ASR 90 dealing with certification in "first time"

audits.

Similarly, under Rule 5-02, current liabilities, there

should be a reference to ASR 102, dealing with classification of
deferred income taxes applicable to instalment receivables.

Alternatively, we would recommend that the ASRs be codified,
since some of them now have limited applicability, others are not

being followed or are in conflict with later releases.

1-01

Application of Regulation S-X.

In (a)(1), update to include Form S-8, S-9, and S-11.

In (a)(2), delete reference to Form 8-A which, as now revised,

contains no financial requirements.

1-02

Definition of "Fifty-percent owned person."

Rule 1-02 defines a fifty-percent owned person as one
"... in respect of which the registrant owns directly or indirectly

approximately 50% of the voting securities and approximately

of

the voting securities of such person is owned directly or indirectly

by another single interest."

The definition should be broadened to

include 50% interests in partnerships, joint ventures, and other forms
of business entities.

We suggest the following (new material underlined):

"....in respect of which the registrant owns

directly or indirectly approximately 50% of the voting
securities (or equity interests in the case of partnerships,

joint ventures, or other entities) and approximately 50%
of the voting securities (or other equity interests) of such

person is owned directly or indirectly by another single

interest.
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1-02

Definition of "significant subsidiary."

The present definition is not clear as to the date or period
to be used in determining materiality.

Also the phrase "of the parent

and its subsidiaries on a consolidated basis" in the present definition
has given rise to questions as to whether the determination of

significance is based on a proforma consolidation or on the consolidated
statements actually filed.

We recommend that the definition be clarified by specifying

that the determination is based on amounts shown in the most recent
consolidated balance sheet and in the most recent income statement

covering a full fiscal year — all as filed or being filed with SEC.

We recommend also that a significant subsidiary be defined
as one that meets both the 15% asset test and the 15% sales and

operating revenues test, rather than one which meets either of
these tests.

Frequently the reason for nonconsolidation of a

domestic subsidiary is dissimilarity in operations as between the
parent and subsidiary.

As a result, relative sales or revenues

are sometime misleading as a test of relative size in terms of
economic significance.

This is the case, for example, where a

finance company owns a retail company.

In some such cases, the

SEC staff as a matter of administrative practice has waived strict
application of the definition.

It appears, however, that a definition

under which the subsidiary should meet both tests to be considered

significant would result in a reasonable answer and one that would
be uniformly applied in all cases.
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1-02

Definition of "totally-held subsidiary"

The present definition is partly to the effect that

a subsidiary is not totally held if it is indebted to
non-affiliates in an amount "which is material in relation

to the particular subsidiary."

This is unrealistic, to say

the least, and, as a consequence, this portion of the definition

is often ignored in practice.

In practice also, indebtedness of a subsidiary which is

guaranteed directly or indirectly by the parent is considered,

in effect, to be indebtedness of the parent.

With both of these situations in mind, we recommend
that the definition of a totally-held subsidiary be revised to
read as follows (new material underlined, deleted material
bracketed):

"Totally-held subsidiary - The term "totally-held

subsidiary" means a subsidiary (a) substantially all
of whose outstanding securities are owned by its

parent and/or the parent's consolidated [other
totally-held] subsidiaries, and (b) which is not

indebted to any person other than its parent and/or
the parent's consolidated [other totally-held]

subsidiaries in an amount which is material in
relation to (in general, 15% or more of) the total
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consolidated net assets at the date of the latest balance

sheet included [the particular subsidiary], excepting
indebtedness.... by securities or not.

Indebtedness

of a subsidiary which is guaranteed by its parent
is to be disregarded for purposes of (b) above."
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2-01

Qualification of accountants.

Rule 2-01(b) should be conformed with the staff's

current administrative interpretations.

For example, the

holding by the auditor of a portion of securities of his

client, prior to the time of his being engaged, does not ordinarily
impair independence where such holdings were insignificant in

relation to the securities of the corporation.

Similarly, the language in the rule "in whom he has....

any direct financial interest" is not strictly construed in

the case of an auditor who certifies financial statements of a
former client despite the fact that he may now have an interest in

the company provided that he was independent and had no such interest
at the time he originally formed his opinion regarding the statements.

(if these suggestions are adopted, it would also be
desirable to conform the language of certain non-financial items
of the 1933 Act forms although such recommendations are beyond the

scope of this study,

For example, Item 24 of Form S-1 and the

instructions thereto as they relate to independent accountants are
at variance with the staff's administrative interpretations of Rule 2-01.)
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-02(c)(ii)

Accountants' certificates.

Rule 2-02(c) requires ”...(ii) the opinion of the accountant

as to any material changes in accounting principles or practices
or method of applying the accounting principles or practices....”

Inasmuch as the auditor expresses his opinion on the presentation
of financial position and results of operations in accordance with

generally accepted accounting principles, it is redundant to ask him
specifically to express an opinion on any changes in such principles.
In effect, he has already done so in the standard second paragraph of
the short-form report.

Furthermore, this sometimes places the auditor in

the somewhat awkward position of appearing to accept willingly, or
even favor, some change in accounting principles or practices when

the change may not be an improvement, in his view, or may even be
a change to a less desirable method which he nevertheless accepts because
it is in accordance with generally accepted accounting principles.

Rule 2-02(c)(ii) also requires the accountant to give hi:
opinion as to "...adjustments of the accounts, required to be set forth
by rule 3-07...."

Rule 3-07(a) covers changes in principles or practices,

which are discussed in the preceding paragraph.

Rule 3-07(b) covers

"Any material retroactive adjustment made during any period for whim

financial statements are filed....”

Since Rule 3-07(b) specifically calls

for information with respect to such retroactive adjustments to be disclosed

in a note to the appropriate financial statements, and since the
auditor certifies the statement which reflects the adjustments,

there appears to be no need for the auditor to specifically comment

on such adjustments.

Sometimes all that is required in a retroactive
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adjustment is a restatement of such matters as a final settlement

of income taxes for prior periods, and this would not appear to warrant
either the emphasis or redundancy of a separate auditor's opinion

on the application of the adjustment.

A review of numerous prospectuses

indicates that this rule, as now constituted, is not literally

followed in a number of cases.

For the foregoing reasons, we recommend that part (ii) of
Rule 2-02(c) be eliminated.
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2-02(c)(iii)

Accountants’ certificates

Reference is made to that portion of the rule requiring
the certifying accountant to state "the nature of, and the
opinion of the accountant as to, any material differences

between the accounting principles and practices reflected
in the financial statements and those reflected in the accounts...”

In the first place there is a substantial question as to

what constitutes "the accounts."

A typical real estate company,

for example, keeps its books on a tax basis and writes off
interest and taxes but defers these amounts for purposes of

financial reporting.

The company in all probability maintains

some sort of memorandum records which enable the accountant

to reconcile the tax accounts with the published statement.
Some accountants feel that the memorandum record in effect is

part of "the accounts" and therefore there is no difference between
the published statement and the accounts.

Other accountants feel

that such supplemental records do not constitute "the accounts";
consequently, in accordance with their understanding of the rule,

they recite that certain expenditures which have been written off
in the accounts have been capitalized for financial statement

purposes with the accountants' approval.

We believe that the term "the accounts" should be interpreted

broadly.

In our view, it includes not only the formal books of

account but also all working papers, memoranda or other records

maintained by the company in question.

This broad interpretation

is supported by Kohler's A Dictionary for Accountants.
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In any case, however, it has always seemed to us that the

requirement to disclose differences between books and statements

is unnecessary.

The reader of the financial statement is interested

only in what the financial statements show - not in what differences
there may be between the statements and the books of account.

Accordingly, we recommend that this portion of the rule dealing

with certification be eliminated.
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2-04

Certification of financial statements of persons other
than the registrant.

This rule should be expanded to provide for the acceptance

of financial statements accompanied by an accountants’ report which is
qualified on the basis that such financial statements include recognition
of the unaudited statements of unconsolidated subsidiaries in circumstances

where consolidation of the subsidiaries is inappropriate and certification
of their statements would not be required if they were registrants.

For example, financial statements of registrant bank holding companies
generally require certification.

In certain instances, certification

of financial statements of the underlying banks would not be required
if they were registrants, and this causes the auditor to take an exception

in the scope section of his report on the statements of the holding company.

3-02

Items not material.

The present rule does not state that if an amount is not
material, it need not be separately set forth; instead, it says that

it need not be separately set forth ”in the manner prescribed."
omission of the words in quotes would help to clarify the rule.

The

3-07(a)

Changes in accounting principles.

"Where there has been a change in accounting principle,
this rule requires disclosure of "the effect thereof upon the

net income for each period for which financial statements are
filed...." (underscoring supplied).

In practice (and with the concurrence of the staff of

the SEC) the rule is not interpreted literally.

For example,

if there is a change in 1966, the effect of the change on 1966

net income is disclosed.

If, in 1968, a summary of earnings

is prepared for the period 1962-1967, there would be disclosure

of the 1966 change and its effect on income of that year, but
not on income of subsequent years.

Accordingly, we recommend

that the language in 3-07(a) be changed to read:

"...the effect thereof upon the net income

of the period in which such change is made

shall be disclosed in a note to the appropriate
financial statement."

This is the way the rule is applied and, in most cases,

it is the only practicable way in which it can be applied.
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3-07(b)

Retroactive adjustment of accounts

This rule calls for disclosure of the effect upon
net income of prior periods of "Any material retroactive

adjustment made during any period for which financial statements

are filed...."

In practice this rule is also not interpreted
literally.

We understand that the SEC staff concurs in

the belief that after the year in which such retroactive

adjustments have been made and disclosed, there is no need
to repeat such disclosures in subsequent filings.

Furthermore,

where the financial statements of the company in question have

never before been made public, there is no need to disclose
the retroactive change.

To conform the rule to practice

we suggest that it be revised as follows:

(b)

Any material retroactive adjustment made during

any period for which financial statements are filed,

and the effect thereof upon net income of prior periods
shall be disclosed in a note to the appropriate

financial statement, provided, however, that such

disclosures need not be made (1) if they have previously
been made in prior filings with the Commission, or

(2) the financial statements which are being retroactively
adjusted have not previously been filed with the Commission
or otherwise made public.

(A retroactive combination of

results to give effect to a "pooling of interests" is not

considered an "adjustment" for this purpose.)
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3-09

Conversion of foreign currencies.

We suggest that the rule refer to
"translation" of items in foreign currencies,

rather than "conversion".

3-14

Current liabilities.

This rule should summarize ASR 102 or it should
contain a specific reference to the release for the SEC's
views regarding deferred income taxes applicable to items

classified as current assets, such as instalment receivables
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3—15

Reacquired evidences of indebtedness.

The first sentence under this rule requires
a company to show its reacquired bonds as a deduction

from the gross liability.

It seems to us that the

purpose of the instruction is to prohibit the inclusion of

the reacquired bonds among the assets, but the language
goes further and says, in effect, that the bonds have

to be shown broad on the liability side.

In practice,

bonds are almost always shown net on the liability side -

not broad.

We think the instruction should be changed
to read:

"Reacquired evidences of indebtedness shall be
deducted from the appropriate liability caption.

However,..."
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3-16

Reacquired shares.

The present rule implies that reacquired shares may
not be shown as an asset, which is contrary to existing practice

with

the concurrence of the SEC staff.

We recommend that

the rule be modified so as to give formal sanction to existing
practice.

This could be accomplished by adding language along

the lines of the following at the end of the present rule:

"....provided, however, that shares acquired in

anticipation of liquidating liabilities (such as those
arising under supplemental compensation or bonus plans)

or in connection with employee stock purchase plans, may
be included in the balance sheet as assets."

3-18

Lease commitments.

In view of the issuance of APB No. 5, we believe

that paragraph (a) of Rule 3-18 should be revised to
eliminate the reference to "rental of assets under long-term
leases," and that paragraph (b) should be rescinded.
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3-19
3-20

Footnotes to financial statements.

Rule 3-19 contains the requirements for general notes
to balance sheets; Rule 3-20 the requirements for notes

to income statements.

Very often a note applies to both

statements, and, in practice, more often than not, there is

usually furnished a single series of notes to financial statements.
It is therefore suggested that Rules 3-19 and 3-20 be combined

to set forth the requirements for "notes to financial statements".
In so doing a certain amount of overlapping could be omitted.

For example, Rule 3-19(b) could be combined with Rule 3-20(b)
since both deal with intercompany profits and losses.
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3-19

Warrants or rights.

See the discussion relating to our recommendation

that Rule 12-15 (Warrants or rights) be eliminated.

We

recommend that Rule 3-19 be expanded to include the significant
information relating to warrants or rights as follows:

"Warrants or rights.

Information with

respect to warrants or rights outstanding at

the date of the related balance sheet shall be

set forth as follows:

(a)

Title of issue of securities called for

by warrants or rights.

(b)

Aggregate amount of securities called for

by warrants or rights outstanding.

(c)

Date from which warrants or rights are

exercisable and expiration date.

(d)

Price at which warrant or right exercisable."

It will be observed that some of the information in the present

schedule (Col. B, Amount of securities called for by each
warrant or right; and Col. C, Number of warrants or rights

outstanding) has been omitted from our recommendation.
We do not consider this information to be significant.
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3-19(c)

Defaults

This rule requires disclosure of all defaults.

We

suggest that exception be made for defaults that have been

waived or subsequently cured.

We also recommend that the last sentence of the rule

be expanded as follows:

"Notation of such default or breach of
covenant shall be made in the balance sheet

and the entire obligation to which the default or
breach relates shall be classified as a current

liability if so required by the terms of the
related indenture or agreement."
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3-19(d)

Preferred shares.

1.

Rule 3-19(d)(3) calls for disclosure in the notes to the

balance sheets of preferences on involuntary liquidation, if

other than par or stated value.

If the excess is material, part (i)

of the rule requires disclosure of the difference between the

aggregate preference on involuntary liquidation and the aggregate

par or stated value.

APB Opinion No. 10 requires the aggregate

preference to appear in the equity section of the balance sheet, either
parenthetically or "in short," rather than in notes.

We suggest

that part (i) be revised to conform with APB Opinion No. 10.

2.

Part 3 (iii) of the rule requires "a statement as to the

existence, or absence, of any restrictions upon surplus growing

out of the fact that upon involuntary liquidation...."

We think

that the words "or absence" should be deleted since we see no

point in discussing the absence of a restriction.
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3-19(e)

Pension and retirement plans.

In view of APB Opinion No. 8 (Accounting for
the cost of pension plans) we recommend that Rule 3-19(e)

be rescinded.

We recognize that the SEC rule contains a

disclosure requirement that APB No. 8 does not, namely,
the amount of the unfunded past service cost.

We do not

consider this a vital disclosure, however, and apparently

that was also the view of the APB.

In our experience,

registrants have not had strong objections in principle
to disclosing this amount; they have objected on the basis

that the information was not needed by or useful to the
investor, and might be misunderstood as indicating an

unrecorded actual (legal) liability.
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3-19(f)

Dividend restrictions.

1.

Where a company has several issues of funded debt each of

which contains a dividend restriction, this rule, interpreted
literally, would require disclosure of each restriction, the

pertinent provisions thereof, and the amount of surplus so restricted.
In practice, the disclosures required by the rule have usually been

confined to the most restrictive provision.

We suggest that the

language of the rule be conformed to practice.

This could be accomplished

by adding to the present rule the following:

"Where such restrictions arise from more
than one source, the disclosures called

for by this rule may be confined to those

provisions which are the most restrictive."

2.

Consideration should also be given to requiring

appropriate disclosure of the facts when only consolidated statements

are furnished but the restrictions are computed for, and based on,

the income and retained earnings of the parent company rather than
on consolidated amounts.

25

3-19(f)

Restricted surplus.

3.
surplus.

The rule requires disclosure of the amount of restricted

In practice the amount of unrestricted surplus is often

considered to be a more useful figure.

To conform the rule to

either disclosure, it is suggested that the words "or free of
such restrictions" be added at the end of the sentence.

26

3-20

Notes to income statements.

This rule calls for certain information for periods
"for which profit and loss statements are filed."

Income

statements are often filed for a greater number of periods
than required when, for example, the earnings summary is

submitted in sufficient detail to satisfy the requirements

for both the earning summary and the income statement, in

which case the latter statement is omitted.

We have been advised by the SEC staff that the

requirements of Rule 3-20 apply to periods for which income
statements are required to be filed; we suggest that the

rule be amended so as to conform the rule to practice based

on administrative interpretation.

3-20

Income of finance and real estate development companies.

To conform to current administrative

requirements, an instruction should be added requiring

finance and real estate development companies to

disclose the method of recognizing earned income.
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3-19(g)

Contingent liabilities.

See our observations regarding Rule 12-12
(Guarantees of Securities of Other Issuers) in which we

recommend that the schedule be eliminated but that the
information in it be made part of Rule 3-19(g) relating to

contingent liabilities.

We recommend that Rule 3-19(g) be revised to
read as follows:

(g)

Contingent liabilities.

A brief

statement as to contingent liabilities not reflected

in the balance sheet shall be made.

In the case

of guarantees of securities of other issuers, the
following information shall be furnished:

(1)

Name of issuer of securities guaranteed

(2)

Title of issue of securities guaranteed

(c)

Total amount guaranteed and outstanding

(d)

Amount owned by person or persons for which
statement is filed.

(e)

Amount in treasury of issuer of securities
guaranteed.

(f)

Brief statement of the nature of the guarantee.
If the guarantee is of interest or dividends,
state the annual aggregate amount of interest or

dividends so guaranteed.
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3-20(c)

Depreciation and amortization policy

The disclosures called for by this rule have,
for many years, represented one of the areas of difference
between financial statements in SEC filings and those in
published reports to security holders.

We have no quarrel

with parts (1) and (2) of the rule since the information
elicited by this portion of the rule is significant
and useful.

(We note also that a draft of an APB omnibus

opinion for 1968 contains requirements similar to parts (1)

and (2) of the rule.)

We feel quite differently, however, about parts (3)

and (4).

We believe the disclosures called for by these

parts are little more than bookkeeping and are neither
significant nor useful.

We recommend that parts (3) and (4)

of the rule be eliminated.
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3-20(d)

Capital stock optioned to officers and employees.

The informational disclosures called for by this

rule probably represent the principal area of difference

between the financial statements filed with the SEC and
those customarily contained in published reports to security

holders.

The SEC requirements in this respect undoubtedly

stem from fact that the AICPA issued a formal pronouncement

on this subject in 1948, then reconsidered the matter, and
issued a revised pronouncement in 1953.

At that time the

SEC voiced its disagreement with the change and amended

Regulation S-X to require the disclosures contemplated by the
present rule.

We think experience has indicated that the present

rule calls for more information than most readers of financial
statements want or need.

Especially where options have been

granted under several plans (e.g. in connection with mergers)
the resulting note to the financial statements (including the
tabulations therein) is often so long and complicated as to be

formidable.

We would like to see the information regarding

options presented on the basis of what meets the essential
needs of investors.

In this respect, it seems to us that

the present AICPA pronouncement (ARB 43, Ch. 13B) leaves
something to be desired because it does not call for

information which the New York Stock Exchange thinks is
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important.

On the other hand, the NYSE requirements

(which, however, need not be part of the financial statements)

does not call for price information which the AICPA and we
believe to be important.

In lieu of the present SEC rule,

we recommend adoption of the following rule which is a blend

of the AICPA and NYSE requirements.

"Capital stock options

For each period for which income statements are required
to be filed, furnish the following:

(1)

the number of shares of stock under

outstanding options at the beginning of the period; separate

totals of changes in the number of shares of stock under option

resulting from grant, exercise (and the aggregate and per share
prices thereof), expiration or cancellation of options; the number

of shares under out
standing options at the close of the period,
the aggregate and per share option prices and the periods during

which options may be exercised;

(2) the number of unoptioned shares

available at the beginning and at the close of the period for the
granting of options under an option plan, (3) any changes in the

exercise price of outstanding options, through cancellation

and reissurance or otherwise, except price changes resulting
from the normal operation of anti-dilution provisions of the

options."
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U-02

Consolidation principles.

1.

Rule 4-02 prohibits consolidation of a subsidiary with its

parent if the difference in their fiscal years is more than 93 days.

This creates a problem where there has been a pooling of companies
whose fiscal years are different and the difference is more than

93 days.

To conform with current practice, we recommend that

a new sub-section be added to the rule as follows:

"(d)

Notwithstanding the 93-day requirement

specified in (b) above, in connection with the
retroactive combination of the operating results of
entities following a "pooling of interests", the
income statements of the constituents may be combined
even if their respective fiscal periods do not end
within 93 days.

Disclosure of the periods involved

and the treatment of interim periods shall be made."

In our opinion, the foregoing will go a long way toward
answering one of the questions that always arise following a pooling.
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4-02

Consolidation principles, ctd.

2.

The rule prohibits consolidation of subsidiaries which

are not majority-owned.

Either in this rule or elsewhere in

the regulation, explicit sanction should be given to the

widespread practice, which is accepted by the SEC, of carrying
investments in 50% owned persons at cost plus equity in
undistributed earnings.

This could be accomplished by adding to the rule or
adopting a new rule as follows:

Investments in securities of 50% owned
corporations may be stated at cost plus

(or minus) equity in undistributed earnings

(or losses) since acquisition with the adjustments
for equity in current undistributed earnings

(or losses)

passing through income.
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4-04(a)

Statement as to consolidation principles followed.

We recommend that the following be added to the existing

rule:
"Notwithstanding the foregoing, the statement
contemplated by this rule need not be made if

all majority-owned subsidiaries were consolidated
and there was no change in consolidation practice
during the entire period of the income statement

filed pursuant to the applicable instructions

of the registration or report form."

4-04(b)

Changes in persons included in consolidation.

The rule calls for a positive statement as to whether

there have been included or excluded any persons not similarly
treated in the corresponding statement for the preceding fiscal
period filed with the Commission.

This rule is not generally

enforced where there has been no change in the consolidated or
combined group.

We think the disclosure should be made only when

there has been a significant change, and suggest the following to
replace the present rule:

"(b)

As to each consolidated statement and as to

each group statement of unconsolidated subsidiaries,

if there has been a significant change in the persons
included or excluded not similarly treated in the
corresponding statement for the preceding fiscal
period filed with the Commission, the nature of the

change and the effect thereof on the financial statements

shall be disclosed if the effect is material."
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4-05(a)

Reconciliation of investment in consolidated subsidiaries
and equity in their net assets

The information required by Rule 4-05(a) may have served

some purpose years ago when the Commission was not sure of the
consolidation practices of registrants.

In recent years, however,

it has seemed to us that the disclosures called for by the note are

not useful either to the SEC staff or to investors.

This has been

especially true in recent years with the accelerated trend to
equity accounting.

4-05(b)
4-06

We recommend that the rule be rescinded.

) Unconsolidated subsidiaries and fifty percent owned persons.
)

If our reccommendation with respect to Rule 4-05(a) is
adopted, Rules 4-05(b) and 4-06 could (and probably should) be

combined since both relate to unconsolidated subsidiaries.

In any event, Rule 4-06 should apply not only to

unconsolidated subsidiaries but also to fifty per cent owned
persons — the same as in Rule 4-05(b).
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4-07

Minority interests.

Part (a) of this rule calls for showing separately in

the consolidated balance sheet the minority interest in capital

and in surplus of consolidated subsidiaries.

We have never seen

a case in which the information provided by this breakdown was

significant.

We suggest that part (a) of the rule be eliminated.

As to part (b) of the rule, we are recommending elsewhere

herein that a caption for minority interests be added to
Rule 5-03.

If this recommendation is adopted, part (b) of

Rule 4-07 could also be eliminated.
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4-09

Consolidation of life insurance companies.

1.

Rule 4-09 prohibits consolidation of financial

statements of life insurance companies.

In practice, however,

the Commission accepts consolidating statements including two
or more life insurance companies — presumably on the basis that

the separate statements of each life insurance company are separately
shown.

Inasmuch as the practical application of the rule does not

appear to be consistent with the explicit wording of the rule, it

would be desirable to bring the two into conformity.

2.

Furthermore, consideration should be given to whether

there is any longer a reason for this rule.

If the existence of

the rule stems from the fact that each life company is separately

regulated and the resources of one company are not available for the
payment of the liabilities of other companies in the affiliated group
(except through upstream dividend payments), this same argument would

be equally applicable to consolidated statements of other regulated

companies (such as public utilities) where no similar rule exists

prohibiting consolidation.
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5-01

Application of Article 5.

Paragraph (a) needs to be updated by references

to:

Article 6C. Employee stock purchase, savings
and similar plans

Article 7A.

5-02

Life insurance companies

Balance sheets; new captions

Provision should be made for new captions

as follows:

Investments in fifty percent owned persons

Amounts owing from, and to, fifty percent
owned persons

Current maturities of long-term debt (with appropriate
revision in the instructions for Caption 25)

Deferred income taxes

Minority interests in consolidated subsidiaries
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5-02

Separate showing of items within major categories.

In ASR No. 41, the Commission sets forth the

ground rules for determining whether items within major
categories (e.g. deferred charges) should be shown separately

in the balance sheet or may be combined with similar items

within the category.

Although it is true that the ASRs

are incorporated by reference in Regulation S-X, it would
be desirable in the interests of convenience and to avoid

oversight to have the substance of this release included
directly in the regulation.

5-02

Prepaid expenses in current assets.

See the comments regarding caption 17, prepaid
expenses.

The current asset section of the balance sheet

should include a caption for prepaid expenses other than
those included in caption 17.
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5-02

Caption 6, Inventories.

Instruction (b) for this caption requires that,
when a basis such as "cost or market, whichever is lower"

is used, there shall be given a general indication of the
method of determining the "cost" or "market"...

Since the basis of determining market is seldom
disclosed in present practice, we recommend either deletion

of the requirement or an expansion and clarification of the
language.

Since there are not significant alternative

methods of determining "market", we prefer deletion of that
portion of the requirement.

5-02

Caption 8, Current assets
Caption 26, Current liabilities

These captions are ordinarily not furnished for

real estate, finance and leasing companies.

We suggest

that the instructions provide for such omissions in these

cases and in any other cases where the omission is permitted.
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5-02

Caption 15. Intangible assets.

The present instructions permit "patents, trade marks,

franchises, goodwill and other intangible assets" to be shown
in one amount.

We think material items should be shown

separately, if practicable, and suggest that the instructions

for this caption be revised to read as follows:

"State separately any material items and

the basis of determining the amounts."

5-02

Caption 17, Prepaid expenses and deferred charges.

The instructions for caption 17 are partly

to the effect that prepayments of services to be
received within one year may be included in current
assets.

The reference to "services" is unnecessarily

restrictive since, in conformity with ARB 43, Ch.3,
Sec. A, current assets frequently include prepaid

expenses other than services the benefits of which are
expected to be received within a year.

We suggest

that the instruction in question be changed to read:

"Items properly classified as current

assets may, however, be included under

caption
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5-02

Caption 19, Debt discount and expense.

While debt discount and expense is normally shown separately
in a balance sheet due to its nature, the method of amortization
is seldom disclosed.

We think that the requirement to state the

amortization method should be deleted since there are no significant

differences in the alternative methods of amortization.

5-02

Caption 22, Notes payable.

Under the present instructions, notes payable to

officers, directors, principal holders of equity securities, and

affiliates may be shown simply as "Other".

Because of their special

nature, we think such notes payable should be set forth separately.
Accordingly, we recommend that the instructions for the caption be

changed to read as follows:

"State separately amounts payable (a) to banks,
(b) to trade, (c) to directors and officers of the

registrant and principal holders of equity securities
other than affiliates, (d) to parents and subsidiaries,

and (e) to others.

With respect to (d), indicate

amounts which in the related consolidated balance

sheet are (1) eliminated, and (2) not eliminated."
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5-02

Deferred income.

The main caption "Deferred Income" preceding Caption 27,

Deferred Income, should be changed to read "Deferred Credits"
since such items as deferred taxes are included thereunder.

5-02

Caption 28, Bonds, mortgages, etc.

The present instructions may be interpreted to
require disclosure of the annual maturities for the next
five years for each issue.

The Commission’s administrative

requirement has been to call for the combined aggregate

annual maturities of all issues of long-term debt for the

next five years, and we recommend that the instructions
be revised accordingly.
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5-02

Caption 35, Surplus.

1.

Reference is made to paragraph (c) regarding the

"dating" of surplus following a quasi-reorganization.

It is

suggested that the dating instructions be conformed with
ARB 46, to the effect that, except in unusual circumstances,

the dating requirement may be discontinued after ten years.

2.

Paragraph (d) should be revised to clarify the

requirements for surplus statements as follows (underlined material

is new): "...shall be given for each period for which a profit and
loss statement is required to be filed..."

3.

Paragraph (d) requires a reference against the items

under Caption 35 in the balance sheet.

Since this is not important

and, in practice, is rarely done, we recommend deletion of this

portion of the instructions.

5-02

Caption 35, Surplus, ctd.

Instruction (b) calls for a disclosure of the

amounts of undistributed earnings of subsidiaries

included in surplus.

Inasmuch as there may also be

amounts included in respect of 50% owned companies

we suggest that the instruction be revised accordingly.
The following language will accomplish this purpose

(new material underlined):

"If undistributed earnings of subsidiaries
and fifty per cent owned persons are included,

state the amount thereof parenthetically or
otherwise.

However, in a consolidated statement,

the preceding sentence shall have reference only

to the undistributed earnings of subsidiaries not

consolidated in such statement and of fifty per cent
owned persons."
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5-03

Income statement.

The acceptability of the "single step" form of statement
should be indicated provided it furnishes the "source" items

of information called for by Rule 5-03.

5-03

Income statement, Instruction (a)

In view of the position taken in APB Opinion No. 9, it would
seem that there is no longer a need for Instruction (a) under

Rule 5-03, and the instruction can be deleted.

If the instruction

is retained, however, the language should be appropriately
revised in the light of APB Opinion No. 9.
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5-03

Instruction (c)

This instruction relates to the circumstances in which

gross sales (caption LA.) and operating revenues (caption IB)
may be combined.

The distinction between these captions

is not self-evident, and we believe it should be explained.

We recommend a three-way breakdown of sales and revenues as
follows:

Gross (or net) sales

Operating revenues (for public utility companies)
Other revenues

The content of the first and last items could be described as

follows:

"Gross (or net) sales" represent proceeds from the sales
of tangible products.

"Other revenues" represent proceeds from the sales of
services and intangible products (e.g., engineering
and research and development) and such items as
royalties and rents.
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5-03

Caption 1A, Sales.

The instructions for this caption require sales to

parents and subsidiaries to be shown separately from sales
to others.

We think sales to 50 percent owned persons should

be treated in the same way as sales to affiliates, and

suggest that the instruction be changed as follows:

"State separately, if practicable, sales

(1) to affiliates and 50 percent owned persons,

and (2) to others."

5-03

Caption IB, Operating revenues.

If our recommendation with respect to caption 1A,

sales, is adopted, a similar change should be made in the

instructions for caption 1B, as follows:

"State separately, if practicable,

revenues (a) from affiliates and 50 percent

owned persons, and (b) from others...."

See also the comments above regarding the categories

for reporting sales and revenues.
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5-03

Caption 2A, Cost of goods sold.

We believe that experience has shown that no useful

purpose is served by requiring disclosure of the amounts of
opening and closing inventories entering into the computation

of cost of goods sold, particularly when comparative balance

sheet information is available in SEC files.

We recommend

that the requirement be eliminated.

5-03

Caption 2B, Operating expenses.

The instructions for this caption call for
disclosure of purchases from and services rendered by

(a) parents and subsidiaries, and (b) others.

We suggest

that (a) above be changed to "affiliates and 50 percent

owned persons."
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5-03

Caption 5, Provision for doubtful accounts.

This item is seldom significant and consequently,
in the great majority of cases, it is included in selling,

general and administrative expenses.

It is recommended that

the requirement for a separate showing of this item be
eliminated since it gives undue prominence to a relatively

unimportant expense.

It should be noted that if this

recommendation is adopted, the information will not be
entirely lost sight of since it also appears in Schedule XII,
Reserves.

If the Commission decides not to eliminate the
caption, it should be limited we think, to real estate
development companies and to companies in the finance and

instalment retail businesses.
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5-03

Captions 7 and 8.

The instructions for these captions should be expanded
to require a showing of dividends and interest received from

fifty percent owned persons.

5-03

Captions 9 and 12, Profits and losses on securities.

The instructions call for disclosure of the method of

determining cost of securities sold.

While this information

is important in the case of investment companies, it is seldom

significant in the case of commercial or industrial companies.
We recommend that the instruction be deleted.

5-03

Minority interests.

The prescribed form of income statement should be
amended to provide a caption for minority interests in

consolidated subsidiaries.
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5-03

Caption 14, Income before taxes.

The present caption of the income statement reads

"Net income or loss before provision for taxes on income".
This is a minor point, but it is somewhat contradictory to
describe something as "Net", (implying that all deductions

have been made) before making certain deductions.

We

suggest that the word "Net" be eliminated from caption 14.

5-03

Equity in undistributed earnings of unconsolidated persons.

When a company picks up in income its equity in

the undistributed earnings of unconsolidated persons, the
staff of the SEC has usually required that this item be

shown as the last item in the income statement preceding

net income.

If this is a Commission requirement, it should

be set forth in Rule 5-03.

We recommend, however, that there

be no requirement for a particular location of this item.
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5-03

Caption 15.

1.

Income taxes.

This caption and the related instructions should

be revised to eliminate the reference to excess profits tax.

2.

In addition the term "other income taxes" needs

to be clarified because practice in complying with this
requirement has not been uniform.

Insofar as the instruction

relates to state income taxes, we recommend that the

instructions indicate that the taxes in question (1) must be

called income taxes, and (2) the amounts thereof should be
based solely on income and not on any other method of computation.

3.

It has been an administrative requirement that

deferred taxes be shown separately in the income statement.

We believe that disclosure in a note is sufficient.

for Caption 15 should be amended accordingly.

The instructions
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5-03

Caption 15, Income taxes, ctd.

4.

The instructions should also be amended to set forth

the Commission's present requirements with respect to disclosure

of the accounting for the investment credit and the amounts
thereof.

5.

In this connection ASR No. 53 (which has not been

rescinded) needs to be reconsidered, and appropriate revision

made of the instructions under Caption 15.
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5-03

Captions 17 and 18, Special items

1.

In view of the issuance of APB Opinion No. 9,

captions 17 and 18 of Regulation S-X should be eliminated.

2.

On the other hand in conformity with APB No. 9,

provision should be made for showing "Income before

extraordinary items" and "Extraordinary items, less

applicable tax."

3.

There should be added, however, a requirement for

disclosure of prior year adjustments (and applicable income
tax effect) in conformity with APB No. 9 (paragraph ?6).
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5-03

Earnings per share.

In accordance with APB Opinion No. 9, there should be
an instruction requiring disclosure on the income statement
of earnings per share data, including the special treatment

for extraordinary items.

Also pursuant to that opinion,

there should be a requirement for the disclosure of
supplementary pro forma computations when there are material

potential dilutions arising out of the existence of convertible
securities, options, warrants, and the like.
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5-04

Schedules to be filed.

1.

In Rule 5-04(a)(2), the phrase "for which a profit

and loss statement is filed" should be revised to read

"for which a profit and loss statement is required to be filed."
The reason for this is similar to that discussed previously in
connection with Rule 3-20.

2.

Instruction (c) (which requires references in

prime statements to supporting schedules) is ignored in almost

all prospectuses.

Accordingly, we recommend that the following

be added to the instructions:

"Where, pursuant to the applicable instructions,
the supporting schedules are not included in a

prospectus, references to such schedules need

not be made."
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5-04

Schedules to be filed, ctd.

3.

Paragraph (d) of the rule should be revised to

read as follows (underlined material is new):

(d)

If the information required by any

schedule (including the footnotes thereto)

may be shown in the related balance sheet
or income statement (including the notes thereto)
without making such statement unclear or confusing

that procedure may be followed and the schedule omitted.

4.

The instructions permit SchedulesIV (indebtedness

of affiliates — not current) and X (indebtedness to affiliates —

not current) to be combined.

We think the instructions should

be revised to permit Schedule III (investments in securities of

affiliates) to be combined with Schedule IV.

A company’s total

investment in an affiliate is usually evidenced by securities plus
advances (indebtedness).

In recognition of that fact, it should be

possible to show the total investment in one schedule rather than in two.
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5-04

Schedule II, Amounts due from directors, officers and principal

holders of equity securities other than affiliates.

It is not clear which directors and officers are contemplated
by the instructions.

Do the instructions refer to directors and

officers of the registrant, or of subsidiaries, or both?

In the remuneration section of SEC reports and proxy
statements, it is clear that the instructions call for amounts paid

by all companies in the group to directors and officers of the
registrant. Similarly in the section of SEC reports and proxy

statements dealing with material transactions, the information is

is required in relation to directors and officers of the registrant.

It seems to us that the disclosure standards in the
financial statements relating to directors and officers ought

not to be significantly different from those in the narrative
section.

Accordingly, we recommend that Schedule II likewise

be limited to directors and officers of the registrant.

The

amounts in the schedule would depend on the statement to which the
schedule relates, that is, when filed in support of a consolidated

statement, the schedule would include amounts for all companies
in the consolidation.

6o

5-04

Rule for Schedule VII, VIII, and XII.

The rule requiring that Schedule VII (Intangible

assets) be furnished should be modified so that the schedule
could be omitted when the amounts involved are not material,
along the lines of the requirements for Schedule V (Property).

(At the present time these schedules may be omitted only
when there is no amount shown in the balance sheet for them. )

If this suggestion is adopted, then the rules for
Schedule VIII (Reserves for intangibles) should be revised

to permit its omission if Schedule VII is omitted.

The above comments also relate to Schedule XII,
Reserves.
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Articles 6, 6A
and 6B

Financial statements of investment companies.

Articles 6, 6A, and 6B would be easier to use if the

definitions of "affiliated person," "control," "value", and

"qualified assets" were included therein rather than incorporated
by reference to the Investment Company Act of 1940.

6-03

Caption 7, Investments in securities of unaffiliated issuers.

At the time Article 6 was first written, the principal
medium for temporary investments of investment companies was

U. S. Government bonds.

For this purpose, fund managers are

currently using corporate short-term notes, certificates of deposit,

and U. S. Treasury bills.
for separate classification

Industry practice presently seems to call
of short-term investments.

Accordingly, we recommend that present caption 7(a)
be preceded by a new caption as follows:

"U. S. Treasury bills, corporate short-term notes and
other short-term indebtedness.

Include other investments

in obligations maturing within one year."
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6-05

Caption 1, Realized gain or loss on sales of investments.

1.

Current industry practice calls for disclosure of realized

gains or losses as computed for tax purposes to be shown either
parenthetically or in a footnote.

We suggest that statements filed

with SEC conform with this practice, which could be accomplished by
adding this instruction to caption 1:

"(e)

State parenthetically, or in a footnote,

realized gains or losses as computed for

federal income tax purposes."

2.

We suggest that instruction (a)(2) be changed to read

as follows:

"(2) investments in other securities, showing

United States Government bonds and other direct
obligations and all short-term obligations separately...."

Caption 1(c) should also be revised to include separate classification

of acquisitions of short-term obligations.

The Commission and others use sales and purchases of securities,

other than U. S. Government or short-term obligations , to compute

portfolio turnover or "churning" among other things.

The above suggestions

will help to assure that the proper underlying information is presented

for these purposes.
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6-07

Caption. 3, Accumulated net realized gain or loss on

investments.

The instructions for caption 3 require disclosure in the
statement of (a) net realized gain or loss on investments
accumulated prior to the period, and (b) distribution to shareholders

made therefrom prior to the period.

This information does not appear

to serve a practical purpose any more than it would in the case of
a commercial or industrial company, and only serves to clutter the
statement.

We suggest these instructions be omitted together with

the provisions for such omissions applicable to companies organized
prior to 1925.

Article 7A

Financial statements of life insurance companies.

We understand that the SEC requires the same standards of

independence for consulting actuaries who compute reserves for life
policies and other actuarial items, which are relied upon by and
referred to in the opinions of accountants certifying the financial
statements contained in SEC filings, as are required of the certifying
accountants.

Accordingly, we suggest that this policy be set forth

in this article with appropriate designation of or reference to

the standards of independence.
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11-02

Statement of surplus.

The instructions for this statement relating to the

showing of the balance st the beginning of the period
should incorporate (or make reference to) the provisions of
APB Opinion No. 9 dealing with prior period adjustments and

the necessity in some cases of restating opening balances

of surplus.
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12-02

Marketable securities -- other security investments.

1.

Instruction 1(a) (2) of this schedule states

that "investments as to which the aggregate amount carried
in Column C is not more than 2% of total assets" may be
grouped in one amount.

This instruction should be clarified

to indicate that individual issues constituting less than 2%

of total assets may be combined with all other individual

issues constituting less than 2% of total assets (if this
is the correct interpretation of the instruction) even though

the combination of such individual issues is more than 2%
of total assets.

2.

Instruction 1(a) should be expanded to permit

reasonable grouping of securities of states and municipalities.
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12-04
12-05
12-11
12-17

)
)
)
)

Inconsistent treatment of totally-held
subsidiaries.

Rule 12-05 (indebtedness of affiliates-not current)

and Rule 12-11 (indebtedness to affiliates - not current)

provide that the required information may be shown in total
for two or more totally-held subsidiaries.

Rule 12-04

(investments in securities of affiliates) contains no such
requirement.

Rule 12-17 (income from dividends - Equity in

net profits and loss of affiliates) provides that the
required information may be shown in total for any two or

more totally-held subsidiaries "included in a consolidated

statement."

We think the instructions in all four schedules

relating to totally-held subsidiaries should be the same.
We recommend that the relevant instructions in Rules 12-05

and 12-11 be repeated in Rules 12-04 and 12-17.
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12-04
12-05

These schedules should include data in respect of

fifty percent owned persons — similar to the requirements
for Schedule XVII (Rule 12-17)

12-04

Investments in securities of affiliates.

Instruction 1 of this schedule calls for a three-way

breakdown of investments.

Within each group, "major" investments

are to be stated separately.

The question of what is "major" for

this purpose has caused some problems in practice; the materiality

of an investment for this purpose is sometimes measured in relation
to the particular group of which the investment is a part

we think is contrary to the intent of the instruction.

which

We believe

that the instruction would be clearer if the words "Within each group"

were omitted, and we so recommend.

68

12-06

Property, plant and equipment.

Instruction 3 for this schedule permits the omission of

the information called for by Columns B, C, D and E when the
changes "during the period" do not amount to more than 10%

of the closing balance.
a part of a

When this schedule is submitted as

registration statement on Form S-1, it is understood

that each of the three years (plus interim period, in some cases)
stands on its own feet -- that "during the period" does not refer

to the aggregate of the entire three-year period, but to each
year individually.

As a result, the information in Columns B,

C, D and E could be omitted in some years but required in others.

The following is suggested as language to accomplish this:

"...If neither the total additions nor the total

deductions during any of the periods covered by the
schedule amount to more than 10% of the closing
balance of that period and a statement to that effect

is made, the information required by Columns B, C, D

and E may be omitted for that period..."
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12-08

Intangible assets.

See the recommendations regarding Rule 12-06,

Property, Instruction 3, which are also applicable to
instruction 3 for Rule 12-08.
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12-10

Bonds, mortgages and Similar Debt.

1.

Column B of this schedule calls for the amount

of each issue authorized by indenture, Column C for the

amount issued and not retired and cancelled.

If the amount

issued is less than the amount authorized, it seems evident

that the company may issue additional debt up to the authorized
amount.

Consequently, it appears to us that no useful purpose

is served by Instruction 3 which is as follows:

"Indicate by means of an appropriate

symbol any issues of which additional amounts
may be issued."

In practice we believe the instruction is usually
ignored or overlooked.

Since there is no need for it, we

recommend that it be rescinded.

2.

Instruction 1 for this schedule is as follows:

"Indicate in a note to the most recent

schedule filed for a particular person or

group any significant changes since the date of
the related balance sheet.

This information need
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12-10

Bonds, Mortgages and Similar Debt, Ctd.

not be given, however, if the schedule is filed as

part of an annual or other periodic report."

The instruction refers to significant changes, and we
agree that they should be disclosed.

We believe, however, that

the disclosure should be made not in relation to the schedule
(which is buried in Part II of a registration statement) but in

the notes to the financial statements where it would receive the
exposure it deserves.

In practice, as a matter of fact, we think

such disclosures are customarily made in connection with significant

changes subsequent to the date of the most recent balance sheet.

Accordingly, we suggest that Instruction 1 be eliminated,

and the following be added to the general notes to financial

statements:

"Significant changes in bonds, mortgages or similar

debt.

Any significant changes in the authorized or issued

amounts of bonds, mortgages, or similar debt since the date

of the latest balance sheet filed for a particular person or
group shall be stated.

This information need not be given,

however, if the balance sheet is filed as part of an annual

or other periodic report."
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12-12

Guarantees of Securities of Other Issuers.

The information called for by this schedule,

in our view, is essential to an understanding of the
financial position of the company to which it relates.

We recommend that the schedule be eliminated but that the
information in it be made part of the required notes to the
financial statements (or balance sheet)

relating to Rule 3-19(b).

See our recommendation
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12-14

Capital Shares.

1.

The instructions for Rule 12-04 (investments in

securities of affiliates) contain a provision to the effect

that those foreign investments, the enumeration of which

would be detrimental to the registrant, may be grouped.
This provision is consistent with the requirements of the
registration forms generally which permit the omission of

names of foreign subsidiaries in certain cases.

For example,

General Instruction E of Form S-1 provides that information

required by any item or other requirement of the form with
respect to any foreign subsidiary may be omitted to the

extent that the required disclosure would be detrimental to the
registrant, provided a statement is made that such information

has been omitted.

There is no instruction in Rule 12-14

(Capital shares) corresponding to the one in Rule 12-04.

This inconsistency becomes a problem when there

are minority interests in foreign subsidiaries.

Rule 12-14

would appear to call for a separate listing of all such

subsidiaries and the amount of the minority interests in each.

The SEC staff has stated that it would be inconsistent
to require disclosure in the capital shares schedule of

information which, by specific instructions, can be omitted
elsewhere in the registration statement.

In the staff’s view

it is permissible to group subsidiaries in the capital shares

re

12-14

Capital Shares, ctd.

schedule in the same manner as in the investment schedule or
in any other way that would accomplish the desired objective.

Thus, it would be acceptable in the investment schedule to

say "Five foreign subsidiaries" and give the dollar amount,
and the same or similar presentation may be followed in the

capital shares schedule.

Accordingly, we recommend that a new instruction

be added to Rule 12-14 as follows:

"Capital shares of foreign subsidiaries,

the enumeration of which would be detrimental
to the registrant, may be grouped and the names

omitted."

2.

When a registrant has shares of its own

capital stock in treasury, a problem arises as to the meaning of

"outstanding" in Column E.

Should treasury shares be deducted?

To eliminate this problem we suggest that the heading be changed
to "Shares issued....
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12-14

Capital Shares, ctd.

3.

Columns G and. H of this schedule call for

disclosure of shares reserved (a) for officers and employees,
and (b) for options, warrants, conversions, and other rights.

There is a question as to how to present the information when

shares are reserved for options held by officers and employees.
Sometime the number of shares reserved has been placed in

both columns which is wrong since the reader may conclude that
the number of shares reserved is twice the actual amount.

One way to correct this situation is to change the
caption of Column G to read "Number of shares reserved for
officers and employees, excluding shares reported in Column H."
Another way would be to put the description presently in

Column H over both columns, with Column G headed "Officers and
Employees" and Column H "Others".

12
-15

Warrants or rights.

The information called for by this schedule should
be and is customarily included in the notes to financial

statements.

We think the schedule is unnecessary, but to

guard against the omission of the information through
oversight, the information that would be included in the

schedule should be incorporated in Rule 3-19 (general notes

to balance sheets).

See our recommendation relating to

Rule 3-19, Warrants or rights, incorporating this suggestion.
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12-16

Supplementary profit and loss information.

Of all the supporting schedules, probably none causes as
much difficulty or is as costly to prepare as Schedule XVI.

Much

of the information called for by the schedule is not readily available,

and the companies do not consider it worthwhile to revise their
accounting systems merely to provide this information.

As a

consequence, it requires a great deal of effort to produce a few

numbers the value or significance of which is doubtful.

We are not suggesting that the amount of depreciation and

amortization provided is not important, and we agree that these should
be disclosed.

As to the balance of the information, however, we think

the usefulness of the information is far outweighed by the cost of

Whatever may have been the original

compiling and auditing it.

purpose in calling for the information, it seems to have lost its
significance in the light of the vast increase in number and variety of

leased personal property.

We recommend that the schedule be rescinded

but that Item 2, Depreciation, etc. continue to be a required disclosure.

If the Commission does not agree with these recommendations,

it should:

(a)

clarify what is meant by "management and service contract fees",
and what rents and what royalties are included in "rents and

royalties", and
(b)

eliminate the break-down in Column B as between amounts
charged to cost of sales (or operating expenses) and to
other income accounts.

This breakdown serves no useful purpose

and is often very difficult and costly to obtain.

78

Part II

Recommendations Relating to the

Instructions for Financial
Statements in Various Registration
and Report Forms

79

INSTRUCTIONS AS TO FINANCIAL STATEMENTS

We were asked to recommend changes in Regulation S-X — not in the

instructions as to financial statements which appear in the various SEC forms.

There are certain changes, however, which we feel are important and should be

made in the instructions as to financial statements applicable to many of the forms.

Omission of parent company statements.

The instructions provide for the filing of parent company
statements, but permit them to be omitted where consolidated statements

are filed and there is compliance with certain tests.

We believe that parent company statements should be omitted

in all cases where consolidated statements are filed.

Published reports to security holders almost never include

parent company statements, and we are not aware that the reporting companies
or their accountants have been criticized for such omission.

Some holding

companies which at one time included parent company statements in their
published reports together with consolidated statements, now omit the former.

They found that the unconsolidated statements tended to confuse some readers
rather than enlighten them.

In the interest of simplification, the companies

decided to eliminate the statements of the parent company, and did so —with

no adverse reaction whatever from security holders or financial analysts.

Without a doubt, the most important financial statement in
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an S-1 prospectus is the earnings summary, and this is almost never

furnished for the parent company although the instructions would seem to

call for it in some cases where it is "appropriate".

The instructions

for the summary in an S-9 prospectus are similar, and here also we seldom,
if ever, see an unconsolidated summary despite the fact that balance sheets
might be filed as required for the parent company as well as the consolidation.

In merger proxy statements, the financial requirements are

similar to those in Form 10, which form calls for parent company statements
except where there is compliance with the specified tests for their omission.

The proxy instructions are more flexible, however, and permit the omission of any
statement not required for the exercise of prudent judgment on the merger

(or other matters being acted upon at the meeting).

In almost all such proxy

statements, parent company statements have been omitted without objection
from the SEC staff or stockholders.

Presumably all interested parties agree

that a merger proxy statement is sufficiently complicated and the omission of
parent company statements does not result in the omission of significant information.

The practice of furnishing parent company statements had more
to commend it years ago before the equity method of accounting became

widespread.

With the increasing adoption of equity accounting, parent company

net income and consolidated net income have become the same, although the
elements entering into the determination may be different.

looks at the bottom line, however, a

For the reader who

parent company statement adds little to

his knowledge of the company's net income.

It is interesting to see what Moody's includes in its manual.
The information in the manual is stated to be based largely on SEC files
and presumably includes what Moody's considers essential information.

We
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did not make an exhaustive review of the manual but from our review

it appeared that the information was always furnished on a consolidated
basis whenever it was available on that basis.

When consolidated information

was given, parent company (unconsolidated) data was not given despite the fact
that such unconsolidated data was filed with the SEC by the companies

in question.

It seems evident that Moody's does not consider parent

company statements important when consolidated statements are available.

We think the SEC has ample authority to change the financial
instructions so as to permit the omission of the registrant's financial
statements in all cases where consolidated statements are filed.

In unusual

circumstances (difficult to imagine) where parent company statements are
needed, the staff can always ask that they be furnished.

As an alternative to the above proposal, we would recommend

that parent company financial statements may be omitted in all cases

where there is compliance with the following conditions:

(a)

The registrant is organized under the laws of the United

States or any State or Territory or the District of Columbia,
or under the laws of Canada or any political subdivision thereof,

and has its principal business operations in the United States,

its Territories or Canada.

(b)

The registrant has a class of equity securities registered

pursuant to Section 12(b) of the Securities Exchange Act of
1934 and has filed reports pursuant to Section 13 or 15(d)

of that Act for a period of at least five years.
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(c)

The issuer has been engaged in business of substantially the same
general character for at least the last ten years.

(d)

A majority of the existing board of directors of the registrant

have been directors of the registrant during each of the last

three fiscal years.

(e)

The registrant and its subsidiaries have not during the past ten

years defaulted in the payment of any dividend or sinking fund
installment on preferred stock, or in the payment of any principal

interest or sinking fund installment or any indebtedness for
borrowed money, or in the payment of rentals under long term leases.

(f)

The registrant and its consolidated subsidiaries had sales or
gross revenues of at least $100,000,000 for the last fiscal
year, and a net income of at least $5,000,000 for the last

fiscal year and of at least $1,000,000 for each of the preceding
four fiscal years.

(The conditions listed above are taken from proposed Form S-7
which would relax the registration requirements for certain issuers, and

although the form would permit the emission of parent company income statements

in almost all cases, it would permit the omission of parent company balance sheets
only where there is compliance with presently existing rules.)

If the Commission does not agree with our recommendations above
regarding omission of parent company financial statements, we think that, as
a minimum, consideration should be given to relaxing the present requirements.

Some companies are having difficulty in complying with these requirements
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due to their expansion into foreign countries through subsidiaries incorporated
abroad.

Because of nationalistic demands in such countries for part of

the equity ownership, it has become increasingly difficult in some cases to
comply with the "totally-held" provisions and the "85% rule".

In view of

these circumstances, we suggest that the "85% rule" be reduced to, say,

50% or 60%.
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Summary of earnings. Forms S-1 and S-9

Item 6 of Form S-1 calls for a summary of earnings for the registrant
or for the registrant and its subsidiaries consolidated, or both, as appropriate.

Item 3 of Form S-9 contains a similar requirement.

Ordinarily the summaries of earnings submitted in registration
statements using these forms are on a consolidated basis only; summaries are

not furnished for the registrant (unconsolidated).

We have never seen a case

where the staff of the SEC requested that an unconsolidated summary be furnished
in addition to the consolidated summary.

Accordingly, we recommend that the

instruction be revised to permit the omission of the unconsolidated summary if

a consolidated summary is filed.

Statements of surplus.

Most of the registration forms require that a summary of earnings

be provided for a period of years and statements of surplus for another period.

Form S-9, however, requires that a statement of surplus be furnished for the
same period as the earnings summary.

Some accountants firmly believe that in

order to present "results of operations," an income statement (or a summary of
earnings) must be accompanied by a statement showing changes in earned surplus.
We recomend that statements of surplus (or, as a minimum, a statement of

earned surplus) be required for the same periods as earnings summaries and
income statements.
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Statement of Funds

In certain industries, a statement of funds is indispensable to an
understanding of a company’s results of operation.

In real estate and

land development, for example, the flow of funds is not adequately disclosed
by conventional income statements.

A company in either of these businesses

can realize substantial amounts of net income and yet be unable to pay dividends.
It may, in fact, have to borrow money to finance an increasing volume of

receivables or to meet mortgage payments.

For companies in these industries, and others similarly situated,
we recommend that the instructions for financial statements be amended to

require the filing of a funds statements in addition to the customary income

statements.

Earnings per share.

The staff of the SEC has sometimes insisted on a supplemental
showing of earnings per share, on a pro forma basis, to give effect to the

dilutive effects of:

(a)

"Cheap stock" sold by the company to the underwriters;

(b)

Stock to be issued to retire debt or for normal working capital.

If this represents Commission policy, we think the instructions

for earnings summaries in prospectuses should so provide.
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Certification of summary of earnings, Form S-1.

There is presently no requirement for certification of

earnings summaries in Form S-1 although income statements have

to be certified.

In other forms and in proxy statements earnings

summaries are required to be certified for varying periods.

We

recommend that the certification requirement be extended to earnings
summaries in Form S-1 for at least the last three fiscal years plus
the interim period, if any, to the date of the related certified

balance sheet.

